VETERAN RESOURCES INC 


1999 
ANNUAL REPORT 


ANNUAL GENERAL MEETING 

The Annual General Meeting of the shareholders 
of Veteran Resources Inc. will be held in the 
auditorium, Second Floor, Bantrel Tower, 

700 — 6th Avenue S.W., Calgary, Alberta 

on June 7, 2000 at 9:00 a.m. 
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ABBREVIATIONS 


BBL 
MCF 
MBB 


—Barrel 
—Thousand cubic feet 
L —Thousand of barrels 


MMCF —Million cubic feet 
BOPD —Barrel of oil per day 


BOE 


—Barrel of oil equivalent 


MBOE —Thousand of BOE’s 
MMscf/d —Million standard cubic feet per day 
BOE/D —Barrel of oil equivalent per day 


NGL 


—Natural gas liquids 


10 MCF —1 Barrel of oil equivalent 


COMPANY PROFILE 


Veteran Resources Inc. is a Calgary based Tier | 
Junior Oil and Gas Company whose common 
shares are traded on the Canadian Venture 
Exchange under the symbol “VTI”. 


The Company seeks opportunities to apply its 
knowledge of underbalanced horizontal drilling 
(UBHD), a process that provides significant 
advantages over conventional oil and gas drilling 
practices. In many instances the application of 
UBHD will maximize productivity and reserve 
recovery by minimizing formation damage, which 
occurs while drilling oil and gas wells 
conventionally. 


During 1999 the Company field tested a new 
UBHD process designed specifically for low 
permeability gas reservoirs. Field testing of the 
process was satisfactory and Veteran believes that 
reliability will be significantly enhanced with 
additional testing. 


HIGHLIGHTS 


© Field trials of new drilling process performed 
- satisfactorily. 


<5 Net operating cash flow increased $9.03 per 
BOE or 108 percent to $17.40 per BOE over — 
the 1998 netback of $8.37/BOE 


& Established a second core area of interest in 
the Plante/Watch region of Alberta 


<> Replaced annual BOE’s produced and grew 
proved reserves by 251 percent over 1998. 
Proved plus probable reserves grew by 236 
percent over the same period. 


s Achieved a “finding and development cost” of 
$5.41 per proved BOE and $4.52 per proved 
plus probable BOE. 
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TO THE SHAREHOLDERS 


The end of the millennium signaled a new beginning for Veteran as the Company successfully field tested its 
new underbalanced horizontal drilling process. This leading edge drilling technology should allow your 
Company to capitalize on overlooked natural gas opportunities which remain in the Western Canadian 
sedimentary basin. 


The Company is currently focused on operations in the Gunnel area of northeast British Columbia and the 
Plante/Watch region of northwest Alberta. The reservoirs which Veteran is targeting have characteristics 
which make them difficult to exploit with conventional drilling methods. Veteran believes that its new drilling 
process will have application in enhancing the development potential of many of these by-passed 
opportunities. 


During 1999 the Company participated in the drilling of five wells, two of which were operated by Veteran 
in northeast British Columbia while three non-operated wells were drilled in the Plante/Watch area of 
northwest Alberta. All wells were successful with one Plante well tied-in and placed on production by year 
end. The remaining wells are expected to be tied in during 2000. 


Strengthening oil and gas prices were welcomed by the industry and Veteran financially experienced only a 
minor loss for the year even though most of its successful 1999 wells were not on production. 


During the year the Company completed several financial transactions. The proceeds of these financings were 
or will be used to develop the Company’s two main focus areas. Veteran will participate in further drilling and 
development of the Gunnel and Plante/Watch areas during 2000 while simultaneously embarking on at least 
one additional core area venture. 


Management is excited about the company’s prospects for the new millennium and wishes to express its 


thanks to our shareholders for their continued support and encouragement. Our Board of Directors and 
Employees also deserve our sincere gratitude for their hard work and dedication. 


D. Jewitt 
President 


April 20, 2000 
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INDUSTRY 
Environment 


The year began with crude oil price at a historical low. The Organization of Petroleum Exporting Countries 
(OPEC) was experiencing financial pain as world inventory levels reached all time highs and oil price was in 
collapse. The OPEC nations along with several non-member producers jointly agreed to limit oil production 
to combat these deteriorating fundamentals. The successful implementation of this decision produced the 
desired effect of reducing inventories and thus improving oil price. 


The subsequent strengthening in oil price was remarkable however it failed to impress investors or the 
financial community and consequently equity prices remained relatively stagnant in comparison to 
commodity price. This roller coaster ride convinced several industry participants to retrench from the 
conventional oil business in Western Canada and focus entirely on natural gas. 


Veteran believes that the combination of economic growth, growing demand and declining productivity 
have resulted in a world crude oil supply-demand balance. This should result in a much more stable pricing 
environment over the medium term. 


Canadian natural gas prices remained relatively strong throughout 1999. The construction of incremental 
natural gas pipeline capacity to U.S. markets combined with increasing North American natural gas demand 
and continued declines in older fields have resulted in a very bullish expectation for future natural gas price. 


Company Strategy , 


Veteran believes that the short term business environment will continue to be turbulent. Large companies will 
exit the conventional oil business in favor of pursuing international ventures, tar sand projects and 
offshore/arctic opportunities while continuing to play an active role in the Western Canadian natural gas 
business. 


Veteran has chosen to pursue known Western Canadian natural gas targets, which have low exploration risk 
but are considered difficult to develop economically. The company believes that its leading edge drilling 
expertise will allow it to profitably grow its presence in the Western Canadian natural gas business. As a 
consequence, Veteran will continue to develop its core areas while pursuing new ventures that would benefit 
from its technological edge. 
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OPERATIONS REVIEW 
Focus 


Veteran’s 1999 drilling program was concentrated on low 
risk natural gas opportunities. 


The company had previously identified the Gunnel area 
(Figure 1) of northeastern British Columbia as a 
candidate, which would benefit from a new drilling 
process specifically designed for developing low 
permeability dry gas reservoirs. During 1999 the 
Company farmed out a portion of its interest in the 
northeast B.C. lands to retain a 53.334% working interest. 


During the year the company selected a second area of 
interest in the Plante/Watch region of northwestern 
Alberta (Figure 2). The Cardium zone in this area has 
certain characteristics which the company concluded 
could present an opportunity to employ its new drilling 
process in the Plante/Watch area. 


The Cardium zone in the Plante/Watch area does however 

produce gas containing considerable natural gas liquids (NGL’s). The use of Veteran’s new drilling process will 
require further testing and refinement before it can be employed in this environment. Nevertheless Veteran 
chose to pursue this opportunity with more conventional underbalanced horizontal drilling practices to 
establish a position in the area. The company’s working interest in the Plante/Watch lands varies from 15 to 
25 percent. 


Drilling and Production 


The company participated in the drilling of five (5) wells (1.275 net) during 1999 resulting in five gas wells 
for an over all success rate of 100%. Three of the five wells were classified as development wells, while two 
were classified as exploratory locations. 


Annual average gross company oil sales were 99 BOPD down 7 percent over 1998 sales of 107 BOPD. This 
decrease was principally due to normal decline at Red Earth, Alberta. The company also realized first 
production of gas and NGL’s in December from the Plante 10-12 well. Additionally the company received a 
gross overriding royalty on gas production from the Red Earth property. Two additional Plante/Watch wells 
were scheduled to be tied in during the first quarter of 2000. The two Gunnel area gas wells drilled in 1999 
are expected to be tied in during 2000. 


Water injection was continued at the Provost pilot waterflood pattern, however further response history is 


required in order to quantify and evaluate the success of the pilot. The company holds a 50% interest in the 
Provost operation. 


Operating Costs 


The company experienced a unit operating expense of $9.24/BOE during 1999 largely reflecting historical 
expenses associated with its oil producing properties. The company expects that this unit expense will 
decrease in 2000 as new sources of natural gas and NGL’s come on stream. 
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“Multi Drain” Pilot 


Early in 2000 the company participated to a 10 percent interest in the drilling of an injector/ producer well 
pair to test the “Multi Drain process”. The pilot was located in an area of only winter access and was 
operational for a brief period during the late winter however did not provide sufficient data to confirm 
process viability. As a consequence Veteran decided not to participate with the Operator to purchase the land 
on which the pilot was conducted. The company retains a 33 1/3% interest in the “Multi Drain Process” 
technology. 


New Ventures 


The company continues to believe that the Western Canadian sedimentary basin contains significant 
overlooked natural gas potential. Many of these opportunities are located in low quality reservoirs, which will 
require new technologies that will improve productivity and recovery and/or reduce development costs. 
Veteran will pursue those prospects that it believes will benefit from its new underbalanced horizontal drilling 
process. 


Land Summary 


During 1999 the company acquired further lands in the Gunnel area and earned additional lands in the 
Plante/Watch region through drilling. As at December 31, 1999 the company had approximately 16,460 net 
acres of undeveloped land in Western Canada. The acquisition of these lands has positioned the company to 
capitalize on the successful 1999 program. 


Undeveloped Land Holdings 
As at December 31, 1999 


Gross Net 
Acres Acres 
Alberta 7,360 1,584 
British Columbia 27,888 14,876 
Total 35,248 16,460 


Reserves 
Significant growth in the Company's reserve base was attained during 1999. 


As at year end the company had net proved plus probable oil and NGL reserves of 505.1 MBBLS and gas 
reserves of 6,026.2 MMCF (602.6 MBOE) for a total equivalent of 1,107.7 MBOE. Seventy-eight percent of 
Veteran’s reserves were classified as proved. The reserve mix has shifted significantly with approximately 55% 
of the proved plus probable reserves being gas. 


Proved & Probable Reserves (MBOE) 


602.6 Gas 


1200 505.1 Oil & NGL 


600 
72.5 Gas 
61.8 Gas 312.1 Oil & NGL 
268.3 Oil & NGL 
0 
1999 1998 1997 
1,107.7 Total 330.1 Total 384.6 Total 
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RESERVES (before royalties) 


Probable OWS 85.1 


poleemO OG ING samen Vics ge Wipe ARIS 05 Aa ipee260:3 
Natural gas (MMCF) 

Proved Developed 297 AET: 617.6 
Proved Undeveloped 15 96:6 — 
Tora eeovocmme mum Aye Ch ey i eae 4560.3 Mies | 776 
Probable 1,457.9 <5 
Total Gas ‘i. < re 0267 617-6 


Total (MBOE) 


Proved Developed 612.0 245.0 
Proved Undeveloped 248.4 a 
Total Proved Re re a er ee 860.4 245.0 
Probable 247.3 85.1 


Total Proved plus Probable 


Cost of Reserve Additions 


Proved natural gas and natural gas liquids (NGL’s) reserves at Gunne! and Plante/Watch were added to the 
company’s existing reserves at Barons, Red Earth and Provost. Probable reserves were also assigned to the 
Plante/Watch property. 


Based on the reserves assigned by Sproule Associates Limited and the Company’s costs incurred in drilling 
and development during 1999, Veteran experienced a finding and development cost of $5.41/BOE on a 
proved reserve basis and $4.52/BOE on a proved plus probable reserve basis. 


PRESENT VALUE OF RESERVES (before Tax using escalated Prices) 
Thousands ($) Undiscounted Discounted Discounted 
@ 10% @ 15% 
Proved Developed $ 9,536 $ 6,510 $ 5,611 
Proved Undeveloped ak NY DA Al See O24 2157 
Total Proved, © We 13,949 9,134 7,768 
Probable a Jc eipelee Wy SREY OZ 
Total Proved Plus Probable $) 17,685 Sen O26 So 709 
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MANAGEMENT DISCUSSION AND ANALYSIS 


Revenue 


Gross revenue in 1999 was $992,207 up $220,245 or 28.5% from 1998. This increase resulted from a 
combination of higher oil prices along with new sources of gas and NGL’s at Plante Alberta. 


The year began with crude oil price at a historical low. The economies of Asia, Latin America and Russia were 
in turmoil, world energy demand had dropped and U.S. crude oil inventories were at all time highs. The 
OPEC nations and several non OPEC oil producers were experiencing revenue reductions and thus agreed to 
reduce production in order to shore up prices. As the year progressed this curtailment led to reduced 
inventory levels and consequent high oil prices. 


Natural gas price remained firm throughout 1999. Expectations for a cold winter helped bolster prices which 
were already reacting to rapid declines in older fields along with incremental pipeline construction in the U.S. 
and increasing North American gas demand. 


The average crude oil price realized by Veteran during 1999 was $26.02 per barrel up $7.08 per barrel or 
37% from 1998. The company received an equivalent unit price of $27.53 per BOE for its aggregate sales 
during 1999. 


Royalties 


Crown royalties were $0.89 per BOE up $0.17 from the $0.72 per barrel levied during 1998. This increase 
was principally attributable to increased oil price and would have been greater had Veteran not received a 
prior year royalty adjustment. 


Royalties for 1999 were $32,096 (3.2% of revenues) compared to $28,115 (3.6% of revenues) a year earlier. 
During 1999 the company received $45,625 through the Alberta Royalty Tax Credit Program, compared with 
1998 receipts of $64,826. 


Operating Expense and Netback 


Operating expense in 1999 was $325,141 a decrease of $66,606 or 17% from 1998. The decrease was a 
consequence of cost savings achieved at Barons, Red Earth and Provost Alberta. 


Unit operating expense for 1999 was $9.24 per BOE down slightly from $9.85 per barrel experienced in the 
prior year. The company expects these unit operating expenses to decrease in the coming year as new 
sources of natural gas and NGL’s come on stream. 


The unit operating netback experienced in 1999 was $17.40 up $9.03 from the level experienced in the prior 
year. The entire increase can be attributed to improved crude oil price. 


1999 1998 
$27.53/BOE $18.94/BOE 
Operating _ Operating 

Expense Expense 
—— aoe ———— ee 

Royalty Royalty 

$0.89 $0.72 
= ee | 

Netback see Netback 

$17.40 $8.37 
—— —S 
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General and Administrative 
General and administration expense was $398,474 in 1999 a decrease of $17,793 or 4% over 1998. 


Management has in the past chosen not to implement a hedging program however the company will 
reevaluate its position as the 2000 year progresses. 


Depletion, Depreciation and Site Restoration 


Depletion and depreciation totalled $237,619 in 1999 a decrease of $80,440 over 1998. A substantial 
increase in the Company’s reserves occurred in 1999, which had an impact on the depletion rates. The 
depletion rate for 1999 was $4.36/BOE. 


Income Taxes 


At year-end the company has unused tax pools of approximately $3.4 million, in addition to non-capital loss 
carry forwards of $1.4 million. The company does not expect to be taxable in 2000. The extent of future 
taxes will depend on product prices and exploration and development activities. 


Capital Expenditures 


The Company had $3.4 million in capital expenditures in 1999, compared to $1.9 million in 1998. Of the 
1999 capital expenditures $2.7 million was related to drilling, $0.4 million was related to land acquisitions 
and $0.3 million in other costs. 


(a) Drilling Results 
Five wells were drilled in total, two in the Gunnel area of Northeast B.C. and three in the Plante/Watch 
area of Northwest Alberta. Of the five wells drilled, two are exploratory and three are development wells. 
Veteran achieved a 100% success rate on these wells. 


(b) Reserve Reconciliation 


During 1999 Veteran replaced the annual BOE’s produced and grew proved reserves by 251percent over 
1998. Proved plus probable reserves grew by 236 percent over the same period of 1999. Included in the 
additions to proved reserves, approximately 20,000 BBLS relates to a 1998 reserve adjustment on the 
Provost wells which had proved to be uneconomic in the 1998 year end reserve calculations using 
historically low year end pricing. 


RESERVE RECONCILIATION (MBOE) 


Proved Probable 

Balance December 31, 1998 245.0 85.1 
Additions 564.2 226.0 
Acquisitions/Divestments — — 
Revisions Siez (63.8) 
Production (36.0) — 
Balance December 31, 1999 860.4 247.3 
Increase % 251% 191% 


VETERAN RESOURCES INC. 
9 


Share Financings 

The Company issued 5,776,380 common shares through several closings of common shares, units and flow 
through share issues as identified in the table below. The proceeds of these financings have been used or will 
be used for drilling in the Gunnel and Watch/Plante areas. 


Share Capital Table 


Issue No. Price Gross Net Proceeds 

Date of Shares Proceeds After Issue 

Costs 

Units Private Placement March 02 2,455,335 $ 0.45 1,104,901 1,016,182 
Units Private Placement May 21 1,497,400 $ 0.45 673,830 629,103 
Flow Through Placement July 29 600,000 S 1.00 600,000 540,694 
Flow Through Placement August 05 300,000 $ 1.00 300,000 277,500 
Private Placement August 05 100,000 SaleOO 100,000 100,000 
Flow Through Placement December 13 253,000 $ 1.00 253,000 210,480 
Units Private Placement December 13 102,500 $ 1.00 102,500 S22 
Units Private Placement December 23 25,000 $ 1.00 25,000 22,500 
Flow Through Placement December 23 47,500 $ 1.00 47,500 43,937 
Flow Through Placement December 31 60,000 See OO 60,000 55,500 
Warrants 100,000 $ 0.50 50,000 50,000 
Agent Options 149,845 $ 0.50 74,923 74,923 
Stock Options 85,800 $e0255 47,190 47,190 
Total Share Issues for 1999 5,776,380 3,438,844 3,160,259 


(Units consist of one common share and one share purchase warrant). 
Ceiling Test 


The company is annually required to establish a limit of the carrying cost of its oil and gas assets. A rigorous 
analytical computation called a “ceiling test” (by the accounting profession) is used to complete this analysis. 
The guideline requires that year end prices for oil and gas are used in the determination of the limit of the 
carrying cost. At year end 1998 Veteran was required to write down its carrying value of its oil properties to 
a value approximating one year cash flow from production operations. 


This year the same test now allows the company to carry its same oil producing assets at a value of 
approximately eight years cash flow from production operations based on a third party engineering 
evaluation. The company cannot however recover the writedown in asset value that it was required to absorb 
in the prior year. 


Year 2000 (Y2K) Issue 


Midnight December 31, 1999 came and went without incident. The company experienced no difficulty 
with its internal systems or software products. 


Outlook 


The company expects 2000 to be an exciting year. Further drilling will be conducted at the Gunnel and 
Plante/Watch properties and the successful prior year wells will be tied-in and placed on production. 
Management also expects to conduct additional tests on its underbalanced horizontal drilling process to 
further improve reliability. 
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MANAGEMENT'S REPORT 


The accompanying financial statements and all information in this annual report are the responsibility of 
management. The financial statements have been prepared by management in accordance with generally 
accepted accounting principles, and in the opinion of management, present fairly the financial position and 
results of operations of the Company within acceptable limits of materiality. Financial and operating 
information presented elsewhere in the annual report is consistent with the results summarized in the 
financial statements. 


Management maintains appropriate systems of internal controls to safeguard assets and enable accurate and 
timely financial and operational reporting. The accuracy of the financial reporting has been examined by 
external auditors. The Board of Directors is responsible for ensuring that management fulfills its 
responsibilities for stewardship and financial reporting and is ultimately responsible for reviewing and 
approving the financial statements. 


B, ee eo 


CS 


Donald Jewitt Brian Schmidt 
President Secretary- Treasurer 
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AUDITORS’ REPORT 


To the Shareholders of 
Veteran Resources Inc.: 


We have audited the consolidated balance sheets of VETERAN RESOURCES INC. as at December 31, 1999 
and 1998 and the consolidated statements of loss and deficit and cash flows for the years then ended. These 
financial statements are the responsibility of the company’s management. Our responsibility is to express an 
opinion on these financial statements based on our audits. 


We conducted our audits in accordance with generally accepted auditing standards in Canada. Those 
standards require that we plan and perform an audit to obtain reasonable assurance whether the financial 
statements are free of material misstatement. An audit includes examining, on a test basis, evidence 
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the 
accounting principles used and significant estimates made by management, as well as evaluating the overall 
financial statement presentation. 


In our opinion, these consolidated financial statements present fairly, in all material respects, the financial 
position of the company as at December 31, 1999 and 1998 and the results of its operations and its cash 
flows for the years then ended in accordance with generally accepted accounting principles in Canada. 


Calgary, Alberta. 


March 17, 2000. Chartered Accountants 
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CONSOLIDATED BALANCE SHEETS 
As at December 31, 1999 and 1998 


Assets 
1999 
CURRENT ASSETS 
Cash and short-term deposits $ 229,459 $ 
Restricted cash (Note 7) 360,500 
Accounts receivable 811,138 
Prepaid expenses __ wens i _ 32,532 
1,433,629 
CAPITAL ASSETS (Notes3and9) C8, 190,130 
$ 4,623,759 $ 


Liabilities and Shareholders’ Equity (Deficiency) 


CURRENT LIABILITIES 
Accounts payable and accrued liabilities $ 1,941,056 $ 


LONG-TERM DEBT (Note 8) ; = 
FUTURE SITE RESTORATION 94,015 
CONTINGENCY (Note 1) 


SHAREHOLDERS’ EQUITY (DEFICIENCY) 


Capital stock (Notes 4 and 7) 8,271,152 
Deficit (5,682,464) 
is ; 2,588,688 
$ 4,623,759 $ 


Approved on behalf of the Board: 


Director Director 
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1998 


194,208 

167,500 

171,052 
28,440 


561,200 
ESS | 


1,058,046 


597,402 
379/915 


156,109 


5,587,212 
(5,662,592) 


(75,380) 


1,058,046 


CONSOLIDATED STATEMENTS OF LOSS AND DEFICIT 
For the Years Ended December 31, 1999 and 1998 


1999 1998 
REVENUE 
Oil and gas $ 981,487 $ 759,972 
Royalties : tones (32,096) (28,115) © 
Net production revenue 949,391 731,857 
Consulting 10,720 — 
Interest MEE Ss menor ot cB @ tye) Jl eee Oo 
pe = De rOO EI ace 743,847 — 
EXPENSES 
General and administrative 398,474 416,267 
Operating 325,141 391,747 
Depletion and depreciation 237,619 318,059 
Write-down of capital assets — 1,879,000 
Site restoration 9,664 3,000 
Consulting 8,000 — 
Anterest on long-term debt (Note.8) 050i tse lee OSS Sl D;745 
: 979,983 3,023,788 — 
LOSS (19,872) (2,279,941) 
DEFICIT, beginning of year eee 2 PR tin ch (5,662,592) ————((3, 382,651) 
DEFICIT, end of year $ (5,682,464) $ °° (5,662,592) 


LOSS PER SHARE $ (0.00) $ (0.16) 
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CONSOLIDATED STATEMENTS OF CASH FLOWS 
For the Years Ended December 31, 1999 and 1998 


1999 1998 
OPERATING ACTIVITIES 
Loss $ (19,872) $ (2,279,941) 
Items not affecting cash— 
Depletion and depreciation 237,619 318,059 
Write-down of capital assets — 1,879,000 
Site restoration 9,664 3,000 
___ Interest on long-term debt (Note 8) ibe : 1,085 ie A EA 
Funds flow from (used in) operations 228,496 (64,167) 
Change in non-cash operating working capital _ . x 463,536 329,046 
eee Peale ome es: 56092, 032i 205,07 oe 
FINANCING ACTIVITIES 
Issue of common shares 3,057,843 185,000 
Share issue costs (278,584) (5,903) 
Issue of long-term debt ieee pre 2) __ 364,200 _ 
fie eh i he oe 2,779,259 — _ 943,297 
INVESTING ACTIVITIES 
Purchase of capital assets (3,407,222) oes 08) 
Site restoration expenditures (71,758) (13,422) 
_ Change in non-cash investing working capital 239/940 te a 
(3,243,040) (1,924,930) 
INCREASE (DECREASE) IN CASH 228,251 (1,115,954) 
CASH, beginning of year 361,708 1,477,662 
CASH, end of year $ 589,959 $ 361,708 
CASH IS COMPRISED OF 
Cash and short-term deposits $ 229,459 $ 194,208 
GUC a ee ee ! __ 360,500 = 167,500 _ 
$ 589,959 $ 361,708 
CASH TAXES PAID $ — $ — 
CASH INTEREST PAID $ — $ —_ 
FUNDS FLOW FROM (USED IN) OPERATIONS PER SHARE $ 0.01 $ (0.01) 
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS 
As at December 31, 1999 and 1998 


COMPANY OPERATIONS AND GOING CONCERN ASSUMPTION 


Veteran Resources Inc. (“the Company”) is engaged in the acquisition of, exploration for and 
development of oil and natural gas properties in Canada. In addition, the Company has developed a 
horizontal drilling expertise which it makes available to the industry on a fee basis or for participating 
interests and which it expects to apply to the development of its own oil and gas properties. 


These consolidated financial statements include the accounts of the Company and its wholly-owned 
subsidiary Veteran Resources Offshore (Cyprus) Limited. The Company has initiated steps to wind up 
this subsidiary. All significant intercompany transactions and balances have been eliminated on 
consolidation. 


These consolidated financial statements are prepared using generally accepted accounting principles 
that are applicable to a going concern. 


At December 31, 1999, the Company had a working capital deficiency of $507,427. For the year 
ended December 31, 1999, the Company incurred a loss of $19,872. 


The Company’s activities are related primarily to the exploration for and development of oil and 
natural gas reserves. The ultimate recovery of the Company’s investment in capital assets is dependent 
upon the successful exploration for and development of oil and natural gas in commercial quantities. 
The future success of the Company, and its ability to continue as a going concern, is dependent upon 
the ability of the Company to recover the cost of its capital assets, operate profitably and to generate 
sufficient cash flow to meet its liabilities as they fall due. 


Subsequent to December 31, 1999, the Company raised additional equity financing as described in 
Note 9. 


SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 


Capital assets 

The Company follows the full cost method of accounting for its petroleum and natural gas properties 
and equipment whereby all costs related to the exploration for and development of oil and gas 
reserves are capitalized. Costs include lease acquisition, geological and geophysical expenditures, 
carrying costs of non-productive properties, the drilling of productive and non-productive wells and 
related plant and production equipment costs. General and administrative expenses of $270,000 
(1998—$229,000) were capitalized. Interest expense is not capitalized. Proceeds on disposal of 
properties are ordinarily deducted from such costs without recognition of profit or loss except where 
such disposal would change the rate of depletion by 20% or more. 


The Company calculates a “cost ceiling” which limits the net book value of capital assets to the 
undiscounted and unescalated estimated future net revenues from production of proved reserves 
based upon period-end prices. Additional depletion is provided if the net book value of capitalized 
costs exceeds such future revenue. This test also takes into account estimated future general and 
administrative expenses, site restorations and abandonments, financing costs and income taxes, all 
undiscounted and unescalated. 


Depletion is computed using the unit-of-production method where the ratio of production to 
estimated proved reserves, before royalties, determines the proportion of depletable costs to be 
expensed. Depletable costs are reduced by estimated future salvage values from wells, plants and 
facilities, and undeveloped properties are excluded from the depletion calculation until the quantities 
of proved reserves relating to those properties can be determined. 


Costs relating to the construction and development of drilling equipment are deferred until 
completion of the project. These costs are depreciated over future periods on a basis not to exceed 
the useful life of the equipment. Where there is a significant degree of uncertainty as to whether 
sufficient revenue will be generated from the equipment, the unrecoverable costs are expensed. 
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Depreciation of drilling equipment and office equipment is computed on the declining balance 
method at the rate of 30% and 20% respectively per year. 


Future site restoration costs 

The provision for future site restoration costs relating to petroleum and natural gas properties, as 
estimated by an outside engineering firm, is charged against income on a unit-of-production basis. 
The cumulative amount is reduced by expenditures incurred. 


Measurement uncertainty 

The amounts recorded for depletion and depreciation of capital assets and the provision for future site 
restoration are based on estimates. The ceiling test is based on such factors as estimated proved 
reserves, production rates, oil and gas prices, future costs and other relevant assumptions. By their 
nature, these estimates are subject to measurement uncertainty and the impact of the difference 
between actual results and these estimates on the financial statements of future periods could be 
material. 


Income taxes 

The Company uses the deferral method of income tax allocation. Income taxes are provided at current 
rates for all items included in the statement of loss regardless of the period when such items are 
reported for income tax purposes. The principal items which result in timing differences for financial 
and tax reporting purposes arise from claiming capital cost allowance and exploration and 
development expenses in excess of depreciation and depletion charged against income. 


Joint ventures 

A significant portion of the Company’s exploration, development and production activities are 
conducted jointly with other entities and accordingly these consolidated financial statements reflect 
only the Company’s proportionate interest in such activities. 


Per share information 

Per share information is based on the weighted average number of shares outstanding during the 
period, which was 17,818,048 (1998—13,888,035). Fully diluted loss per share and fully diluted 
funds flow from (used in) operations per share, as affected by stock options and warrants as described 
in Note 4, are anti-dilutive. 


Stock options 

The Company’s stock-based compensation plan is described in Note 4. No compensation expense is 
recognized for this plan when stock options are issued to employees. Any consideration paid by 
option holders on exercise of stock options is credited to share capital. 


CAPITAL ASSETS 


1999 ‘ Bee F998 a4 ie 
i ~ 4 ‘ _——- Accumulated Accumulated 
Depletion and Depletion and 
Cost Depreciation Cost Depreciation 
Petroleum and natural 
gas properties $ 6,676,569 $ 3,715,218 $.293,880,121 7 $3,532;/061 
Drilling equipment 553,399 357,557 427,154 324,233 
Office equipment 102,572, 69,635 94,362 48,497 
$ 7,332,540 $ 4,142,410 $ 4,401,637 $ 3,904,791 
Net book value $ 3,190,130 $ 496,846 
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CAPITAL STOCK 


Authorized 


Unlimited number of common shares without nominal or par value 
Unlimited number of redeemable preferred shares 


Issued common shares 


Number 
of shares Amount 
Balance — December 31, 1997 13,872,103 $ 5,812,930 
Issued pursuant to exercise of stock options 35,000 17,500 
Flow-through shares issued for cash, 
net of issue costs of $5,903 335,000 161,597 
Tax benefit renounced (404,815) 
Balance — December 31, 1998 } 14,242,103 5 5872126 
Issued pursuant to exercise of stock options 85,800 47,190 
Flow through shares issued for cash, 
net of issue costs of $108,844 1,260,500 1,164,962 
Tax benefit renounced (476,319) 
issued for cash pursuant to exercise of agent’s options 149,845 74,923 
Issued for cash, net of issue costs of $169,740 3,333,568 1,442,184 
Issued in exchange of long-term debt, including 
accrued interest of $16,800 846,667 381,000 
Issued for cash pursuant to exercise of warrants _ 5 100,000 = Soe 50,000 
Balance — December 31, 1999 20,018,483 $ 8,271,152 


Stock options and warrants 


Stock options have been granted to directors, officers, employees and consultants entitling them to 
purchase common shares of the Company. A summary of the options outstanding at December 31, 
1999 and 1998 and the changes during the years then ended is presented below: 


Number Weighted 

of Stock Average 

Stock Options Options Price 
Balance - December 31, 1997 712,665 $ 0.63 
Granted 1,053,000 0.55 
Exercised (35,000) 0.50 
Expired unexercised (642,665) 0.50 
Balance - December 31, 1998 Ne r ee 088000 aa ese 0.64 
Granted 166,000 7 @ 
Exercised (85,800) 0.55 
Expired unexercised (35,000) 3.15 
Balance - December 31,1999 : = 13133, 200 ne rianens 0.72 
Outstanding Weighted Weighted Exercisable Weighted 

December Average Average December Average 

Price So EE: Life Remaining Price S199 Price 
$ 0.70 75,000 3.5 years $ 0.70 50,000 $ 0.70 
$ 0.55 892,200 3.5 years $ 0.55 879,534 $0.55 
$ 1.70 166,000 4.5 years $ 1.70 122,000 $ 1.70 
1,133,200 3.65 years $ 0.72 1,051,534 $ 0.69 
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As at December 31, 1999, 4,140,330 warrants were outstanding. Of these, 4,012,830 warrants 
entitled the holder to purchase one common share at a price of $0.50 and had an expiry date of 
March 2, 2000. All of these warrants were exercised prior to expiry (see Note 9). Each of the remaining 
127,500 warrants entitles the holder to purchase one common share at a price of $1.20, and expires 
on December 13, 2000. 


Flow-through shares 

Under this type of financing arrangement, shares are issued at a fixed price and the resultant proceeds 
are used to fund exploration and development work within a defined time period. The tax deductions 
arising are available to the investors, not the Company. The paid up amount for flow-through shares 
and the cost of petroleum and natural gas properties will be reduced by the estimated amount of tax 
benefits renounced to the purchasers of the shares when the qualifying expenditures are incurred. 


INCOME TAXES 


The provision for income taxes reflects an effective tax rate which differs from the expected 
Canadian income tax rate of 44.62% as summarized below: 


1999 1998 
Statutory income tax rates 44.62% 44.62% 
Expected recovery of income taxes $ (8,867) Sa Ge01773:1:0) 
Non-deductible crown payments 14,321 12,545 
Resource allowance 7,136 (29,363) 
Potential future tax benefit not recognized — 1,025,140 
Other (12,590) 8,988 


Income tax recovery , $ = $ mae 


The Company has an excess of accumulated tax pools over the net book value of capital assets of 
approximately $3,370,000. These tax pool balances are available to reduce future taxable income. 


The Company has non-capital losses of approximately $1,406,000. These losses may be used to 
reduce future taxable income and will begin to expire in the year 2001. 


The potential future benefit of tax pools and losses has not been recognized in these consolidated 
financial statements. 


FINANCIAL INSTRUMENTS 


Financial instruments recognized on the balance sheet consist of cash and short-term deposits, 
accounts receivable and accounts payable and accrued liabilities. The fair value of these financial 
instruments as at December 31, 1999 and 1998 approximates their carrying value due to the short 
term maturity of these instruments. 


RESTRICTED CASH 


Restricted cash represents proceeds from flow-through share offerings which had not been spent on 
qualifying expenditures as at December 31, 1999 and 1998. 


LONG-TERM DEBT 
On March 2, 1999, the Company converted its long-term debt into equity through the issuance of 


846,667 units. The long-term debt was payable to a director of the Company and included interest 
expense of $16,800, of which $1,085 was accrued in 1999 (1998—$15,715). 
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EVENTS SUBSEQUENT TO DECEMBER 31, 1999 


The Company completed a private placement of 2,724,000 units at an issue cost of $1.00 per unit for 
cash proceeds of $2,451,600 net of issue costs of $272,400, and granted an option to the agent to 
purchase 272,400 agent's units at $1.00 per unit. Each unit comprises one common share and one 
share purchase warrant. Each warrant is exercisable into one common share at a price of $1.20 per 
share, and is exercisable at any time up to December 13, 2000. 


The Company raised proceeds of $2,006,415 on the exercise of 4,012,830 warrants. 


The Company entered an agreement to sell certain oil and natural gas properties in North-eastern 
British Columbia for total proceeds of approximately $875,000. 
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